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The wisdom in rural finance has long been that lending to and saving by the poor is 
doomed to failure: costs are too high, they are not creditworthy and they are not able to 
save. A number of success stories in microfinance industry (MFI) have changed this 
pessimistic assessment during the past twenty years or so. Recounting the failure of 
traditional financial liberalization theory in ensuring the access of the rural poor to the 
institutional sources of finance, this paper, taking the Grameen Bank (GB) of 
Bangladesh- the cradle of microfinance movement, as a case study, argues for a 
continuation of the support towards institutional innovation in MFIs that will help 
achieve the goal of ensuring the access of the rural poor to the institutional sources of 
finance.    
 
It is widely perceived that growth in microfinance programs has been phenomenal. The 
total number of clients grew by 50 per cent between 1998 and 1999 to reach 21 million 
globally; 12 million of these clients live on less than $ 1 per day. The GB in Bangladesh 
alone has distributed $￿0.35 billion in loans to more than 3.5 million clients in 
Bangladesh, with $ 3.93 billion repaid to date (Grameen Bank 2004). Despite this fast 
growth, many believe that microfinance industry is still in an incipient stage relative to 
the potential demand for its services. Critically investigating the limitations of financial 
liberalization theory, this paper staunchly argues for promotion of institutional 
innovations in ensuring increasing access of the rural poor to the formal sources of 
finance. 
 The rest of the paper is organized in the following way. Section 2 describes the financial 
liberalization theory. Section 3 analyses the ugly facts of financial liberalization theory. 
Section 4 illustrates the innovative Grameen experience in ensuring access of the rural 
poor to the formal finance. Section 5 analyzes the need for continuous innovation that 
matters most for the rural poor. Section 6 concludes.    
 
 
2 Financial  Liberalization:  Nice  Theory   
 
 
The theory of financial sector liberalization in the developing countries came to dominate 
financial policy discussion since the early 1970s due to two seminal contributions by 
McKinnon (1973) and Shaw (1973). The core of their hypothesis is that government 
intervention in the developing countries to control interest rates, put ceilings on lending 
rates, and ration credit to borrowers at below market clearing rate has repressed the 
development of the financial sector. Developing countries often pursued policies that kept 
interest rates artificially low, even negative in real terms, and in the process discouraged 
financial saving. This has hampered financial deepening, at times led to financial 
disintermediation.      
 
Financial liberalization means the removal of government ceilings on interest rates and of 
other controls of financial institutions. It is primarily concerned with macroeconomic 
aggregates, i.e., interest rates, savings and investment and conditions in formal financial 
institutions. Financial sector reform policies complement financial liberalization and 
include a broad range of measures aimed at improving the regulatory and supervisory 
environment in the financial sector and at the restructuring and development of financial 
sector institutions. Financial liberalization policies have been implemented in a wide 
range of developing countries since the 1970s, spanning Asia and Latin America and 
more recently in Sub-Saharan  Africa.      
 
It is widely believed that liberalizing financial markets would create an environment in 
which the financial intermediaries would offer better financial services to the poor. 
Liberalization of financial markets often influences current thinking on finance for the 
poor. Through the process of deregulation, financial liberalization should reduce entry 
barriers and stimulate the development of the financial sector, increase competition in 
banking and leading to a diversification in financial institutions (Baden 1996: 9). It is, therefore, believed that the poor will be able to have access to better financial services in 
an environment characterized by financial liberalization. Competition forces different 
financial institutions in producing attractive financial products and services and also in 
lowering transaction costs (Vogel and Adams 1997: 375-76). Financial sector 
liberalization is also intended to reduce financial resource misallocation and bring about 
financial development and hence accelerate and sustain economic growth.  
 
3 Ugly  Facts 
 
 
This paper highlights some shortcomings of the liberalization theory in terms of the main 
process by which presumably it could help the poor through greater market competition 
between the financial institutions. This article argues in particular for restraint in 
assuming that financial market liberalization is certain pro-poor strategies- in reality it 
appears to be more complex, and less certain. Undermining rural development with cheap 
credit (Adams et al. 1984) may be true at certain point in time, but also undermining the 
poor with overtly simplified ideas is likely to be true at this point in time. 
 
This paper understands that the equating of the current microfinance industry with the old 
subsidized-rural development programs by the Ohio School of Thought, ignores several 
fundamental differences between the two. Numerous innovations (e.g., group lending, 
small weekly repayments, and mobile banking) have significantly reduced the 
information asymmetries and transaction costs of providing financial services to the poor 
relative to the earlier experience. While many MFIs suffer from severe institutional 
deficiencies, the industry today includes a large number of well run MFIs where it is not 
unusual to find repayment rates of 98 per cent, far above the rate of traditional 
commercial banks, lending against material collateral. The fact is that the old subsidized 
rural development programs constituted one form of organization that existed at one point 
in time. One simply cannot extrapolate directly from them to existing MFIs.    
 
In spite of predictions by financial liberalization theory, the poor are likely to remain 
underserved by the financial markets. There is growing evidence that even after 
liberalization, the commercial banks of different countries have been slow to innovate in 
lending and have found themselves with excess liquidity. Rather than thrusting into new 
markets to serve the poor, such banks have tended to be passive even after liberalization. 
Commercial banks in Bangladesh retreated from providing financial services to the poor after liberalization, being content to leave that part of the market to informal agents and 
NGOs (Yaqub 1998: 105). This means that contrary to the popular view liberalization 
tends to exclude rather than include the poor into their financial services.  
 
Financial liberalization, according to its proponents, is supposed to bring about increased 
savings and investment through higher interest rates, as well as through a better allocation 
and pore productive use of resources. Basu (2002) provides a convincing theoretical 
analysis of why both financial liberalization and government intervention have been 
unable to achieve their intended goals of proper allocation of loans through 
market-determined interest rates. According to him, financial liberalization, instead of 
improving the financial environment, has brought financial crisis and reduced growth. 
Financial intervention, before financial liberalization came into being did not produce the 
intended results either in terms of faster economic growth or better distribution of wealth 
and resources.      
 
Moreover, the gender-blind financial liberalization policies without taking into 
consideration of the different savings pattern of men and women have been of very little, 
if any, benefit to the rural poor women in terms of their access to savings services. There 
is a need for much greater attention to savings and investment behavior of men and 
women. Study of the different savings patterns of men and women (i.e. different marginal 
propensity to save, preferred type of savings, constraints on savings etc.) would provide 
insights into how financial liberalization policies might affect the value and form of 
savings by gender and how complementary policies could be designed to increase 
women`s choices in terms of access to savings instruments.    
 
4  The Grameen Experience 
 
 
However, moving on to the question of lessons for rural market financial theory that can 
be learned from the institutional development of the GB, it can be said that given the 
present emphasis on interest rate reform in rural financial markets (RFMs), the GB’s 
performance is significant because the GB is the product of institutional innovation (i.e., 
collateral- free group lending, mobile banking, and female- focused programs), and not of 
interest rate policy liberalization.  
 
The situation of the GB supports the view that while the RFM model is a useful tool for the analysis of RFMs, it explains only one set of variables constraining the accessibility 
of credit for the poor. Interest rate reforms may be necessary to ensure institutional 
financial viability and to improve the allocation of scarce resources towards productive 
investment. However, there is no evidence that interest rates perform the World-Bank 
dictated role of efficient allocation of financial resources in rural communities which are 
largely non-monetised, or where people are faced with communication and infrastructural 
constraints, and where the density of financial institutions is very low.   
 
Financial liberalization and other macro-sector reforms while necessary are grossly 
inadequate in providing the means by which the bottom 50 to 70 per cent of the 
economically active population can participate in economic growth and social 
development. Macro reforms in financial systems need to be complemented by measures 
that encourage the institutions, instruments, relationships and financing arrangements 
geared to providing sound, responsive financial services to the majority of enterprises that 
have not had access to those services.  
 
Simple changes in interest rates associated with financial liberalization are insufficient to 
improve the access of the poor to formal credit at reasonable prices. As the experience of 
the GB demonstrates that building financial institutions which can increase access of the 
poor requires more than adjustments in interest rates (MacIsaac and Wahid 1993: 205). 
What matters most to the rural poor is access to money, not the cost of it or interest rate 
(Havers 1996: 148). In rural Bangladesh, the pressing need is not for the policies, which 
aim at liberalization of the financial markets. Rather, it needs financial innovations (e.g., 
group-lending, demand responsive quality financial services) that can effectively reach 
the poor. 
 
Microfinance is hardly a triumph of market reforms. The tendency to incorporate 
microfinance into the market paradigm misses a major contribution of group-based 
microfinance, namely, that it is a proven example of selfish motives channeled into 
cooperative behavior. Such behavior helped to ameliorate some information problems, 
making collateral-free credit possible. The poor were previously thought unbankable, the 




5  The Need for Innovations 
 
 
Satisfactory though the performance of some of the MFIs in reaching the poor and 
alleviating poverty of some of them, it could have been even more impressive if the MFIs 
had introduced the much desired, client-responsive product innovation: introducing 
deposit products with less restriction in access and lending products that allow for more 
flexible terms and conditions.  These products innovations are considered to be more 
desirable by the extreme poor whose general livelihood conditions are immersed with 
uncertainty and vulnerability. The client-responsive, effective, flexible financial services 
help smooth consumption and reduce vulnerability. The GB has already implemented 
similar flexible terms to its products, although the present achievement of the GB, in 
terms of introducing a full range of client-responsive services both financial and 
non-financial, is as yet only one step toward a goal lying several hundred miles away. 
 
Even once such a microfinance system has been implemented, there is a need for an 
on-going program of product innovation to seek to improve the quality of services being 
made available to clients. This is the challenge for the future. The eventual impact of 
microfinance on poverty alleviation and the sustainability of MFIs will ultimately depend 
on organizations’ systems and products. The more appropriate and the higher the quality 
of services is on offer, the better impact on poverty alleviation and financial sustainability.   
The thought also needs to focus on the creating of effective demand, in the areas where a 
large section  of the rural poor have benefited from microfinance. It is only by doing this 
that microfinance can help in poverty alleviation. 
 
No one, of course, argues seriously that microfinance programs will be the answer to all 
the problems of poverty. The best evidence to date suggests that making a real dent in 
poverty situation will require increasing overall levels of economic growth and 
employment generation. But the promise remains that MFIs that go for regular innovation 
in client-responsive financial and non-financial products may be able to alleviate poverty 
of their clients significantly. 
 
  
6 Concluding  Remarks 
 
 
After nearly 20 years of experimentation and research and development, microfinance is 
poised to soar to many of the MFIs. Embracing pragmatism over principle and practice 
over theory, the time has come to re-think the purpose and potential of microfinance, 
going far beyond microcredit for enterprise development to encompass the provision of 
innovative, flexible financial and non-financial services to poor people, regardless of 
whether they own enterprises (Helms 2003: 4). Only when this new vision takes root in 
the MFIs, microfinance will help achieve the apparently contradictory twin goals of 
poverty alleviation for its clients and sustainability of the institutions themselves.        
 
Even if the current enthusiasm about the success of GB microfinance ebbs, it has 
demonstrated the importance of thinking creatively about mechanism design, and it is 
forcing economists to rethink much perceived wisdom about the nature of poverty, gender, 
markets, and institutional innovation. In the end, this may prove to be the most important 
legacy of the microfinance movement (Morduch: 1999: 1609).  
 
Whatever happens, the world will not forget that it was in Bangladesh where it was first 
proved that an institution lending exclusively to the poor could become a large, successful 
and near-self-sufficient financial organisation.  
 
Given the major financial innovations already made by the GB and many other successful 
MFIs, the strong lesson of microfinance must surely be that institutional innovation- 
rather than laissez faire liberalization- is the way to produce new services useful to the 
poor. Institutional innovation is, however, not perfect, but compared to other approaches 
to providing financial services to the poor, institutional innovation appears to be doing 
very well. The GB inclines to the views of Braverman and Guasch (1986: 1256) for more 
study of institutions and institutional environments as key elements in understanding 
financial markets and their role in the development process. There is a role for donor 
agencies here in supporting institutional change favoring poor women borrowers, through 
staff training programs and innovative changes in management structures and practices. 
The GB should serve as an example of the importance of institutional development in 
increasing the accessibility of financial services for the poor, especially the rural poor 
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